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COUVI LLI ON, Special Trial Judge: This case was heard

pursuant to section 7463 in effect when the petition was filed.?

The decision to be entered is not reviewable by any other court,

and this opinion should not be cited as authority.

1Unl ess ot herwi se indicated, section references hereafter

are to the Internal Revenue Code in effect for the year at

i ssue.

All Rule references are to the Tax Court Rules of Practice and

Pr ocedur e.



Respondent determ ned a deficiency of $970 in petitioners’
Federal inconme tax for 2000.

The sol e issue for decision is whether, under section
166(d), petitioners are entitled to a nonbusi ness bad debt
deduction for |oans or advances to their son.

Sone of the facts were stipulated. Those facts and the
acconpanyi ng exhibits are so found and are incorporated herein by
reference. Petitioners’ |legal residence at the tinme the petition
was filed was Lexington, Kentucky.

Petitioners’ son, Mchael Alt (Mchael), while a student at
the University of Kentucky at Lexington, Kentucky, was enpl oyed
part tine at a pet store. He continued to work in the business
and, at sone point, becane manager of the store. The business
was locally owed. Sonetinme in 1995, the owner decided to sel
t he busi ness. Since Mchael had worked in the business for
several years and was intimately acquainted with its custoners
and its nerchandi se, he becane interested in purchasing the
business. Wth substantial financial assistance from
petitioners, Mchael purchased the business. The financial
assi stance provided by petitioners was $97,000. O that anount,
$55, 000 was for purchase of the business, and $42, 000 was for
working capital. Petitioners were both retired and, in order to

obtain the $55, 000, borrowed $55,000 froma | ocal bank and
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nortgaged their hone as security for the loan. The $42,000 cane
frompetitioners’ savings.

Shortly after M chael purchased the business, serious
conpetition arose in the pet store business. A new Wil -Mart
store opened in Lexington, Kentucky, and conpeted directly with
M chael ' s business. Then another |arge pet store opened. By
1999 or 2000, M chael becane insolvent, and it becane clear that
M chael ' s i ndependently owned smaller store could not survive.
The store was cl osed, and Mchael filed for bankruptcy under
Chapter 7 of the Bankruptcy Code. M chael’s indebtedness to
petitioners was unpaid, except for a few nonthly paynents he nade
to the bank in the earlier years prior to his insolvency.
Petitioners filed a proof of claimin the bankruptcy proceedi ng;
however, there were no assets that were available to unsecured
creditors (including petitioners).

Wth respect to the $97,000 in financing that petitioners
provided to M chael, $55,000, as noted above, canme froma | oan
petitioners received fromtheir |ocal bank, which M chael agreed
to pay. Wien Mchael defaulted on the |oan, petitioners were
required to pay. The Court is satisfied fromthe record that, at
the time Mchael purchased the store, petitioners fully expected
that the $55,000 of indebtedness to the bank was an indebtedness
that Mchael was |iable for. At the tine of the purchase,

petitioners consulted an attorney, and, based on that attorney’s



advi ce, M chael executed in favor of petitioners an unsecured
prom ssory note in the amount of $55, 000.

As to the $42,000 petitioners provided Mchael for working
capital, no such note was executed by Mchael. At trial,
petitioners explicitly testified that they really never expected
to collect the $42,000, which canme fromtheir savings, but that
t hey expected repaynment of the $55, 000.

On their Federal incone tax return for 2000, petitioners
cl ai ned a busi ness bad debt deduction of $55,000. In 2003,
petitioners filed an anended incone tax return to reflect the
$55, 000 as a nonbusi ness bad debt.?

In the notice of deficiency, respondent disallowed the
nonbusi ness bad debt deduction on the ground that there was no
valid debtor/creditor rel ationship between petitioners and
M chael .

The Court disagrees with that determ nation. Section
166(d) (1) provides, with respect to a taxpayer other than a
corporation, that, where a nonbusi ness bad debt becones wholly

worthless within the taxable year, the | oss shall be considered a

2Even though M chael nade a few paynents to the bank on the
$55, 000 note, no evidence was offered at trial as to whether any
of those paynents were applied to the principal of the note. The
Court assumes that the entire principal amunt of $55,000 was
owng at the tine petitioners filed their 2000 incone tax return,
since the actual anount of the indebtedness was not nmade an
i ssue.



|l oss fromthe sale or exchange of a capital asset held for not
nore than one year. Sec. 1.166-5(a)(2), Inconme Tax Regs. To
qualify for a worthl ess debt deduction, the taxpayer nust show
that a debtor-creditor relationship was intended between the

t axpayer and the debtor, that a genuine debt in fact existed, and
that the debt becanme worthless within the taxable year. Andrew

v. Conmm ssioner, 54 T.C. 239, 244-245 (1970); sec. 1.166-1(c),

| ncone Tax Regs. Petitioners bear the burden of proof. Rule
142(a).3
Transactions anong famly nenbers are subject to carefu

scrutiny. Caligiuri v. Conm ssioner, 549 F.2d 1155, 1157 (8th

Cr. 1977), affg. T.C. Meno. 1975-319; Estate of Van Anda v.

Comm ssioner, 12 T.C. 1158, 1162 (1949), affd. per curiam 192

F.2d 391 (2d Cr. 1951). The taxpayer must show that there
existed at the tine of the transaction an intent to enforce

coll ection of the indebtedness. Andrew v. Conmni Ssioner, supra at

245. Additionally, the taxpayer nust show that the | oan was nmade
wi th a reasonabl e expectation of repaynent. Mercil v.

Comm ssi oner, 24 T.C. 1150 (1955). The execution of a note does

not necessarily establish the existence of a bona fide debt.

Estate of Van Anda v. Conm ssioner, supra at 1162.

3Sec. 7491(a), which in sone circunstances places the burden
of production on respondent, is not applicable here as the Court
deci des the case without regard to the burden of proof.
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The Court is satisfied that a genui ne debtor/creditor
relationship existed in this case between petitioners and their
son, Mchael. That conclusion is fortified by petitioners’
concurrent advance to M chael of $42,000, and their candid
testinmony at trial that they never expected repaynent of that
anount but fully expected repaynent of the $55,000. They
foll owed the advice of their attorney to have the $55, 000 advance
docunent ed by execution of a promssory note by their son. The
evi dence does not support respondent’s contention that the
$55, 000 note did not constitute a valid debt sinply because the
note did not provide a repaynent schedule, had no maturity date,
and no default provisions. The Court construes the note as a
valid, legal, enforceable obligation that was due on demand. The
Court further concludes that there was a debtor/creditor
rel ati onship between petitioners and M chael. Accordingly,
petitioners are entitled to a nonbusi ness bad debt deduction
pursuant to section 166(d).

Revi ewed and adopted as the report of the Small Tax Case

Di vi si on.

Deci sion will be entered

for petitioners.




